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Fundamental Differences
Between Anglo-American and European
Accounting Practices
Ula K. Motekat, CPA

Expansion in foreign trade, credit, and in
vestment during the last twenty years has
brought accountants to a realization of the need
for knowing and understanding the accounting
principles and practices of other countries.
Their efforts at acquiring knowledge and un
derstanding have largely ignored the fact that
accounting does not exist in a vacuum; that it
is, in fact, shaped by a country’s history, in
fluenced by its political and economic philoso
phy, and conditioned by its business climate.
Although the debits are always on the left
side and the credits on the right, the figures
that are entered, the accounts that are kept,
and the reports that are produced in various
countries have only a superficial resemblance to
one another. The fundamental differences
among the accounting practices of different
countries are as basic as the differences in their
historical, economic, and political develop
ment. The first part of this discussion deals
with historical events up to the Industrial Rev
olution; the second part is mainly concerned
with the effects of the Industrial Revolution
during the eighteenth and nineteenth centuries;
and the last part stresses the influences of the
political events of the twentieth century.

longer under the influence of Rome when Jus
tinian proclaimed his famous code in the sixth
century.
The legal history of continental Europe can
be traced from the Code of Justinian through
the Code of the Catholic Church to the Code
of Napoleon and the various civil and criminal
codes in effect in Europe today. Since Britain
was outside the sphere of influence of Jus
tinian’s Code, it had to develop its own legal
system starting with the Magna Charta in 1215.
The most important difference between Eng
lish and European legal philosophy lies in the
rights of the citizen. Whereas the Magna
Charta guarantees the rights of the citizen, the
European codes bestow the rights on the citi
zen; and whereas the former expresses the idea
that the people have certain inalienable rights
which no authority can impair, the latter are
based on the ancient Greek idea that only the
citizen, not the barbarian, has rights and that
therefore a citizen has only those rights which
have been given to him by the state. The latter
idea is the basis for the companies acts passed
by European countries during the nineteenth
century when the need for accounting became
apparent. These companies acts prescribe in
great detail the practices to be followed in rec
ord keeping and leave little room for an ac
countant’s initiative.
An example of such codified accounting prac
tices is provided by a German income state
ment which typically shows an expense entitled
“depreciation and valuation corrections of fixed
assets as described in Paragraph 131, Section I
A II Numbers 1 to 5.” The implication is that
fixed assets are depreciated because the law
prescribes such an action, not because it is a
generally accepted accounting practice. This
writer gained the same impression when she
attended a German university and listened to
the professors earnestly searching for account
ing reasons for the actions demanded by the
German Companies Act. This vividly illustrates
the fact that the law in Germany was first in
time, accounting practices second; whereas in
Britain and the United States accountants kept

Differences Due to Historical Development
Judge-Made versus Codified Law
Of all the differences between the United
States and the British Commonwealth on the
one side and the continent of Europe on the
other side, the most important one is, without
a doubt, the system and philosophy of law.
The Anglo-American countries relied until
very recently on judge-made law alone,
whereas the European continent has always
had codified law. The development which
caused these completely different legal systems
started with the sack of Rome by the Goths in
410. Through this defeat the power of Rome
declined to such an extent that it could no
longer hold Britain and had to allow the island
to break away from the Roman Empire. This
event accounts for the fact that Britain was no
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tion business expanded at an ever-quickening
rate.

records first, and then the governments passed
laws, like the Internal Revenue Code, which in
corporated the prevalent accounting concepts.
This pervading influence of the legal philoso
phy is also evident in the auditor’s report. The
well-known American reference to “generally
accepted accounting principles” appears only
in the reports of Greece and Holland. In the
case of Greece the reason is that the Greek ac
counting profession was modeled on the AngloAmerican after World War II when the British
and American Economic Missions needed re
liable information about the financial and eco
nomic situation. In the case of Holland the rea
son lies in that country’s economic development
as a commercial nation which will be discussed
later.
The auditor’s report in most western Eu
ropean countries states that the books, records,
and financial statements are in accordance with
the legal requirements. It usually also states that
the financial statements agree with the books
and records. In Belgium and France the report
states that the financial statements agree with
the books, apparently implying that no cor
poration would keep its books in a way con
trary to the law.

The Industrial Revolution
When the Industrial Revolution started in
England in the eighteenth century, the idea of
risk-taking was firmly imbedded in the think
ing of English businessmen. Great risks were
taken which could result in fortunes being
made or lost. Since the central government was
not strong enough to control the business com
munity, the early excesses of English indus
trialization went unchecked. But by the time
the Industrial Revolution crossed the English
Channel to the Continent, there were cen
tral governments in many countries powerful
enough to direct the course of industrialization
in their countries.
Since continental Europe except for Holland
was not used to the idea of risk-taking in eco
nomic affairs, most countries took measures to
insure business stability and to avoid bank
ruptcies. With the Continent’s background of
centuries of codified law, it is understandable
that these measures took the form of laws. The
governments realized that capital was neces
sary to build factories. Since there are only two
kinds of capital, owners’ and lenders’, legal
Commercial versus Agricultural Societies
safeguards had to be set up to protect both.
To insure that people would not start busi
Next to the legal philosophy and system the
most important influence on a country’s ac nesses with insufficient capital, elaborate laws
counting practices was exercised by its de were passed which prescribed incorporation
velopment as a commercial or an agricultural procedures and necessary capital. The laws of
nation. It is obvious that a commercial society many European countries still prescribe the
has more need for record keeping than an agri minimum incorporation capital which varies
cultural one. For this reason Holland is the ex from approximately $1,000 in Sweden to over
ception in continental European accounting $40,000 in Greece. Most countries also require
practices since it was a commercial country a minimum number of stockholders. In Italy a
corporation may have only one stockholder,
long before accounting became sophisticated.
England was the greatest commercial nation but he has unlimited liability from the moment
for several centuries and developed ways and he becomes the sole stockholder.
In order to make lending more attractive,
means of accounting for its ventures. Since com
to
protect the creditors, and to decrease the
merce thrived in both Holland and England be
fore the central governments became powerful chances for bankruptcies, all continental coun
enough to control business, accounting de tries, except Holland, require legal reserves.
veloped on its own, unfettered by legal re These are usually required to be set aside out
straints. The American development was sim of current earnings at a prescribed rate, most
ilar in that industry and commerce flourished often five per cent of net earnings, until they
before the Federal government imposed laws on reach the legal minimum which varies between
ten and thirty-three per cent of invested cap
business.
ital. They cannot be used for dividends, but
can be used to offset operating losses.
The central governments realized that their
Differences Due to Economic Development
restrictions on owners and their protection of
There is obviously a close relationship be creditors could best be supervised if the ac
tween the economic state of a country and the counting records and methods were prescribed.
development of its accounting theory and prac As a result all the European companies acts re
tice. As soon as a community begins to trade quire annual audits and, with the exception
with outsiders and to grant credit, it must keep of Holland and Switzerland, the publication of
records. The more complex the enterprises be financial statements even for closely-held cor
come, the more detailed the accounting records porations, and list in detail the procedures to
(continued to page 8)
must become. And with the Industrial Revolu
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Effective Reporting
Miles J. Doan

report will need to be. And conversely, the
higher the level of management, the more
condensed the report should be. For example,
a company using a budget within the frame
work of a responsibility accounting and re
porting system will certainly require reports
showing variations from the budget since this
is needed for cost control. Top management
reports generally show only budget variations
either in the over-all company picture or by
the responsibility areas at the next lower level
of management; whereas, the reports to the
bottom level responsibility area will show the
budget variations in detail by accounts and
functions. The financial reports prepared for
directors do not generally contain as much
detail as the reports to top management.
Thus, recognizing that he cannot prepare
one set of standard reports to serve all levels
of management, the accountant must first find
out the requirements of management at each
organizational level.
The second problem area in regard to man
agement reporting is the method of presenta
tion and the form which the report will take.
Reports, like any other means of communica
tion, should be timely, clear and concise. The
question of how to obtain these objectives is
one that the accountant must answer if he is
to efficiently fulfill his function of service to
other members of management. One factor
which may have a bearing on the method of
presentation to top management and, in par
ticular, to directors will be the background
that these men have. A director or vice pres
ident with an engineering or legal background
may not be as familiar with some formal ac
counting terminology and techniques as the
controller or treasurer. Therefore, a clear, con
cise narrative or a graph may be more mean
ingful to such directors without accounting
backgrounds than a series of financial figures
or schedules. Some companies include a series
of selected charts each month in their financial
reports since they show very quickly and
clearly any important deviations from the past.
The accountant should review his reporting
system periodically to see if it is still meeting
management’s objectives and also to see if new
ideas, techniques or concepts have been de
veloped which can aid him in effectively com
municating his vast accumulation of financial
data to management.
In summary, the form and content of man
agement reports must be designed to provide
the information required by management in a
form that is understandable to management.
This form and content will vary greatly be
tween companies because of differences in

Basically there are two types of reports pre
pared by accountants which are designed to
satisfy two different types of needs. One of
these types is reports to management for its
use in controlling expenses and evaluating the
efficiency of the various operations of the en
terprise. The other type is reports to the var
ious segments of the public. These are for the
purpose of informing the public about the
past, present and future operations of the
business.
Reports to management for control purposes
must be tailored to meet the specific require
ments of management. Their form and content
can cover a wide range depending on the size
of the enterprise and the type of business that
is conducted. For example, the type of reports
sent to the top management of a small elec
tric equipment manufacturer with 100 em
ployees would be materially different from the
reports sent to the top management of the
General Electric Company. In addition, there
probably would be a lot more layers of man
agement reports in the General Electric sys
tem than in that of a small company.
The form of organization also will have a
definite bearing on the form of management
reports. For example, if the enterprise is com
prised of autonomous divisions, each selfsufficient and charged with making a profit,
the reports will be quite different than those
of an enterprise which has one area for meas
uring profits.
Because of this wide divergence in report
ing requirements, it would be impracticable to
try to say what information management re
ports should contain and the form they should
take. These reports must be tailor-made to
conform to the organizational set up of the en
terprise and to furnish the information that
the various levels of management require to
enable them to manage effectively and to make
decisions.
In general, they must answer the questions,
“What has happened,” “What is happening,”
and “What is going to happen.” If reports to
management answer these and other basic
questions, the accountant has done a worth
while job. There are, however, two major
problems which confront him in preparing
these reports. First of all he must determine
what information is needed and, secondly, he
must find a method of presentation which is
concise, meaningful, and which tells the story
in an interesting fashion.
The financial and statistical data required
at each level of management within each cor
porate organization will vary. The lower the
level of management the more detailed the
5

in a financially solvent position to enable it to
repay the loan upon maturity.
If the loan is secured by a mortgage on the
company’s property the mortgage holders also
will be interested in the amount of insurance
that is carried and the amount that is spent
for maintaining the mortgaged property. But
reports setting forth this type of information
are easy to prepare, because they merely pre
sent facts which oftentimes are specified by
the mortgage instruments.
However, the real ingenuity of the account
ant comes to play in preparing annual and
periodic reports for the common stockholders.
These are the investors who really own the
business. They are the ones who receive a re
turn on their investment only after interest
has been paid on debt and dividends on pre
ferred stock. After all of these have been paid,
the common stockholders get what is left.
Likewise, in case the enterprise fails, the
common shareholders in liquidation get any
thing that is left after all other obligations of
the company have been paid and the preferred
stockholders are repaid their investment. Thus,
the common stockholder takes the most risk,
but also has the opportunity of earning the
most if the enterprise is successful. If his earn
ings per share increase, there is a good likeli
hood of his dividends increasing, which, in
turn, will cause the price of the stock to rise.
In this way he receives both increased income
and appreciation in his original investment.
For this reason, the amount of earnings per
common share becomes probably the most im
portant figure in the financial statements. And
I’m afraid, it is the only figure in the entire
report that some stockholders look at.
Now just who are these stockholders and
what do they want to know? A 1962 survey
made by the New York Stock Exchange in
dicated that about 17 million individuals
owned shares in United States corporations.
Of these, nearly 5½ million were housewives
and over one-half were women. And this share
ownership by individuals is growing—for ex
ample, in the Exchange’s 1952 survey, only 1
out of 16 adult Americans was a shareowner.
By 1962 this had increased to 1 out of 6. Of
course, in addition to shares owned by in
dividuals, a great many are owned by institu
tions such as banks and insurance companies,
pension funds, brokers, dealers, etc.
Shareowners purchase common stock with
future growth in earnings and the resultant
increase in dividends and appreciation in mar
ket value of the stock in mind. The only good
that past earnings will do them is to indicate
what they might expect in the future. This is
an excellent example of the truth in the state
ment that “the past is prologue.”

organization, operations and requirements.
Therefore, such reports must be tailored to fit
the specific needs of a particular enterprise.
Probably a much more difficult responsibil
ity of the accountant is the preparation of re
ports for the general public. This is a more
difficult responsibility, not because such re
ports are more important than management
reports, but because it is more difficult to find
out if the reports are accomplishing their
purpose.
Ordinarily, management has rather definite
ideas about the information it needs and will
pass these ideas on to the accountants. In con
trast, the average stockholder probably doesn’t
fully understand financial statements, doesn’t
have any definite ideas about the information
he would like to receive, and even if he did
have definite ideas there is not much oppor
tunity for him to communicate them to the
accountants. In addition, if you aren’t supply
ing management with information that it
wants and needs, there probably would be
little, if any, reluctance on the part of man
agement to tell you about this weakness. On
the other hand, the common stockholder is
very unlikely to communicate with the com
pany about such lack of information. Instead,
if he is dissatisfied with the company he might
sell his stock and buy the stock of another
company.
There are numerous reports prepared for
the public. Many of them are prepared for
submission to regulatory bodies such as state
public service commissions, federal power
commission, Securities and Exchange Commis
sion, various government departments, etc.
Most of these reports follow either specified
forms or require designated questions to be
answered. Therefore, there is not much lati
tude allowed the accountant in the preparation
of these reports.
However, the form and content of reports
to investors — stockholders, bondholders, and
others—afford the accountant a lot of latitude
and plenty of opportunity to exercise his in
genuity. In addition, in my opinion, these are
the most important reports published by busi
ness enterprises.
Just who are these investors and what do
they want to know? Lenders, such as bond
holders and noteholders, and the owners of a
company’s preferred stock have all advanced
funds to the corporation at a fixed return over
the life of the security. They can receive no
more or less than this specified rate regardless
of how much profit the enterprise makes. The
only way that their investment can appreciate
or depreciate is for interest rates in general to
fluctuate. Therefore, these investors are pri
marily interested in the company’s earning
enough money to be able to pay the annual
interest and preferred dividends plus staying

(continued to page 13)
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TAX FORUM
DORIS L. BOSWORTH, CPA

Recent Decisions and Rulings Affecting
Income, Estate and Gift Tax Planning
During the past year as the result of Revenue
Rulings and case law, many tax concepts within
the trust, estate and gift tax area have under
gone change. An examination of some of these
changes to determine what effect they may
have on future tax planning would seem to be
in order.
One controversial ruling emanating from the
Treasury Department is concerned with a
rather tenuous application of the constructive
receipt doctrine. The facts responsible for the
ruling would apply in many similar situations
inasmuch as it is common practice for executors
or trustees to waive commissions due to a per
sonal relationship with the beneficiary of an
estate or trust. In Revenue Ruling 64-225 four
trustees had been taking commissions annually
on income, but never on principal. Finally, they
petitioned the Court for principal commissions;
but, just prior to the entry of a decree, two of
the trustees waived their rights to take. The
Commissioner ruled that not only were these
waived commissions taxable income to the trus
tees, but were a gift over to the trust and sub
ject to gift tax. The theory advanced in sub
stantiation of this position was that throughout
the period prior to waiver the trustees re
tained the power to take commissions and
rendered an accounting to the Surrogate’s Court
upon which such commissions would be based.
These acts were interpreted as negating any
intent to render services gratuitously. The in
come was always available, and renunciation at
a later time did not alter the constructive re
ceipt.
Carrying this theory to its extreme, if an
individual were to render a service on the
basis of friendship, any refusal of money offered
by the friend in return would create taxable in
come. Obviously in the future, upon the cre
ation of an estate or trust, the overall tax cost
of waiving commissions should be computed. If
any tax benefits are to be derived from such a
waiver, the waiver should be effected immedi
ately prior to the rendition of services.
Two interesting cases decided in 1965 in
volved gifts of future interests within the pur
view of Section 2503 (c) of the Internal Rev
enue Code. Under that section gifts to minors
are not considered gifts of future interests if
they may be expended by, or for the benefit
of, a minor. In J. Duncan, D.C. Fla., 6/18/65 a
trust was established for a minor, the corpus of
which consisted of an insurance policy on the
minor’s life, cash and securities. The trust
agreement gave sole discretionary powers to

the trustee, subject, however, to a directive that
all available funds were to be used first for the
payment of insurance .premiums. The Florida
District Court held this to be a gift of a future
interest in view of the restrictions imposed upon
the trustee by the directive.
At the same time in Nell K. Ross et al., C.A.
5, 7/2/65 a contrary decision was reached in
a fact situation involving more severe limita
tions of the trustee’s powers. Under local law
corpus could be expended for the maintenance
and education of a minor only in the event the
parents were unable to provide adequate sup
port, and then only upon C(5urt order, except
in an emergency. The Court held that restric
tions imposed by local law in the case of minors
were common to all states. It reasoned that a
gift of a present interest to a minor would be
virtually impossible if uniform statutory restric
tions applied under Section 2503 (c). In view
of these two decisions it would seem that
other than in the case of local statutory restric
tions, care should be taken to guard against
the creation of trusts which, by their terms,
contain any limitations repugnant to the discre
tionary powers of a trustee.
In instances where the duration of a trust
exceeds a period of ten years, income will be
taxed either to the beneficiary or to the trust,
with corpus reverting to the grantor upon termi
nation. The net tax-saving feature in diverting
income from higher to lower tax brackets, with
out absolute relinquishment of the corpus, nat
urally makes such a trust attractive. The pen
alties for failure to comply with statutory
requirements in establishing a ten-year tempo
rary trust have recently been graphically illus
trated in C. O. Bibby, 44 T.C. No. 59. In this
case the trust agreement which was to remain
in force for a period of ten years and one day
after the date of the execution of the instru
ment was duly signed by the grantors. Transfer
of trust property was not effected until almost
a year later when the property was conveyed
by deed. Under local law conveyance took
place at the time the deed was drawn. The Tax
Court ruled that this trust did not qualify under
the “more than ten year” rule as the trust was
executed when the grantors signed the instru
ment, but the corpus would revert to the grant
ors in less than ten years. As a safeguard in
utilization of the ten-year trust, it is evident
that rather than to rely on local law which may
be subject to varying interpretations, execution
of the trust instrument should always be post
poned until there has been legal conveyance of
7

the corpus to the trust. In the alternative, the
term of the trust should run in excess of the
minimal period of ten years and one day.
Attention has been focused on the necessity
of careful estate planning where a Subchapter
S corporation forms part of the corpus of an
estate. Very often there will be a conflict of
interests arising between a desire to obtain
optimum tax benefits for the estate and the
maintenance of Subchapter S status. In Old
Virginia Brick Co., Inc., 44 T.C. No. 69 that is
exactly what happened. Upon the death of a
stockholder of a Subchapter S corporation his
estate continued to hold the stock which, in
accordance with the terms of the will, should
have been turned over to a trust for his widow.
Since a trust cannot be a shareholder of a Sub
chapter S corporation, the election would be
automatically terminated. The corporation at
tempted to impute stock ownership to the
widow rather than the trust, but the Tax Court
rejected this contention on the grounds that
even if this were valid, the widow had not made
a timely election. There is a common tendency
to prolong the administration of an estate to
derive tax benefit from income being taxed to
that entity, rather than flowing through to bene
ficiaries who are already in a high tax bracket.
Where a Subchapter S corporation comprises
one of the assets of the estate, however, there
is the ever-present danger that the Treasury
Department will challenge the period of admin
istration, impute ownership to a beneficiary
who has failed to make a timely election, and
thus terminate the tax status of the corporation.
In valuing property contributed to a charit
able foundation, there has been an important
reversal of the position of the Tax Court involv
ing completely similar situations. In a prior case
a hospital received property from a taxpayer
which was appraised by them at $5,550 but
only $460 was realized when it was auc
tioned off to raise funds for the hospital. This
last figure was the limit placed by the Treasury
Department on the amount of the contribution
by the taxpayer. In Daniel S. McGuire, 44 T.C.
No. 75 property received by that same hospital
and appraised at a value of $20,125 brought
only $3,015 at auction. The Court allowed
contributions of $5,000 on the grounds that
the intrinsic value of the property was in
excess of the auction price which only reflected
the amount to be realized in a quick sale. The
valuation would have probably been different
if the owner of the property had utilized the
auction method of disposing of the property
himself. Where, however, the property would
have brought a higher price had it been dis
posed of in an orderly fashion to interested
buyers but was “given away” through the
method of disposition employed by the hospital,
the Court recognized the fallacy of using this
price as a proper value.

Fundamental Differences
(continued from page 4)
be followed in record keeping. There seems to
have been a general distrust of businessmen on
the part of the central governments, or else why
do most countries require bound ledger books
with pre-numbered pages, allow entries to be
made only in ink (in Germany to this day the
use of ballpoint pens in accounting records is
prohibited), and forbid all erasures? These legal
restrictions raise the question whether Eu
ropean computers will have built-in governors
which flash red lights and set off alarms every
time somebody tries to erase a prior entry.
The detailed legal requirements for account
ing systems and practices should have made
it easy to compare the financial statements of
different companies in one country since the
form and wording are usually prescribed by
law and would therefore be identical. How
ever, comparability is generally impaired by
transfers to and from legal, free, and contin
gency reserves and by increases or decreases in
asset valuation reserves, all of which appear on
the income statement. There also seem to be
ways of dressing up or down the income state
ment, or how else can one explain the nice
round profit figures some companies show? The
Farbenfabriken Bayer, for instance, one of the
largest German corporations, lists total income
for 1964 of DM 2,229,963,553.39 and total ex
penses of DM 1,952,138,553.39, leaving a
round profit for the year of DM 277,825,000.00.
The fact that continental Europe did not
pass through a phase of intensive and extensive
commercial activity is probably the reason risk
taking is unpopular on the Continent and con
servatism is exalted beyond reasonable limits.
The legal reserves already mentioned are an in
dication of this conservatism, but besides these
legal reserves, many European companies also
have hidden and free reserves.
Hidden reserves arise most frequently from
the revaluation of assets. In Denmark manufac
turing overhead is not included in the ending
inventory of manufactured goods or in the basis
of fixed assets constructed for company use;
in Germany each individual stock or bond cer
tificate held as an investment must be valued
at cost or market, whichever is lower; in Italy
inventories are often valued at an ultraconserva
tive market value; and in Sweden inventories
can be written down by as much as sixty per
cent of the average inventory for the preceding
two years, sometimes resulting in a credit bal
ance which is then shown among the liabilities!
The existence of these hidden reserves is wellknown and often mentioned in the companies
act of a country. In Switzerland, for instance,
the secret reserves must be brought to the au
ditor’s attention but cannot be disclosed in the
annual report without the board’s consent; and
(continued to page 10)
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college or school of accountancy registered
by the New York State Education Department
as maintaining a satisfactory standard. Also
prior to the beginning of his course of study
in accounting, the student must have satis
factorily completed a four-year high school
course approved for this purpose. A number of
colleges in various parts of the country out
side the State of New York have registered
their accounting programs with the New York
State Education Department. In this case, the
education of the entrants to the public account
ing profession is controlled not by the profes
sion per se, but by the New York State Edu
cation Department.
M.E.B.

“The Evolution of CPA Ethics,” Darwin J.
Casler, Occasional Paper No. 12, Bureau of
Business and Economic Research of the Grad
uate School of Business Administration, Mich
igan State University, 1964.

“Fraud in the Balance Sheet,” Sidney I. Simon,
The Accounting, Review, April 1965, Volume
XL, Number 2

The book is a study of the public accounting
profession with special emphasis on professional
ethics. The rules of ethics have been grouped
under the headings of integrity, professional
standards and responsibility, and professional
attitude. Mr. Casler has traced in great detail
the paths that the various articles in the present
code of ethics of the American Institute of
Certified Public Accountants have taken in
achieving their present form.
In discussing the purpose of the study, the
author mentions that he has been plagued by
the question, “Is this occupation a profession?”
His conclusion is that although the public ac
counting profession has made considerable
progress toward professional status, there are
several signs which suggest the possibility of
regression. The author seems to be disturbed
by the fact that public accountants are per
forming management services. He feels that
fundamental differences between the audits by
sole practitioners and those by large firms prob
ably cause the formation of groups with diver
gent interests, and that progress toward pro
fessional status has probably been retarded
because the profession has not been able to
induce the proper individual sense of unity and
personal commitment to the welfare of the
group.
Mr. Casler states that one of the problems in
the public accounting profession is that the
profession does not control the education of
its entrants. While this is largely true, it is also
true that in the State of New York, for example,
accounting students who desire to become cer
tified public accountants in that state must
satisfactorily complete the course of study in a

The author summarizes, leading legal de
cisions concerned with the use of accounting
statements to commit business deceit. The pur
pose of this well-documented article is an at
tempt to learn what has been the attitude of
American justice towards the concepts, prin
ciples, and practices of accounting in cases
involving fraud in the balance sheet. The em
phasis is not on the liability of the accountant
for failure to discover fraud.
Cost and Value. Judges have had varying
opinions regarding valuation of assets. Report
ing inventory at cost when the value had de
creased enormously was fraudulent; inventories
not reduced for shelfworn and out-of-style
goods can amount to fraud; and inventories
stated at amounts clearly designated as cost
although market values were lower were not
held fraudulent but the court said it was a bad
accounting practice. In a case where assets
were valued at cost rather than at a higher
market value, the judge stated that there was
not fraud but that there might have been if
the corporate directors had known the items
to be grossly undervalued.
Cash. Most cases involve “window-dressing.”
Including a trust fund as part of cash, without
further explanation, “could give a false im
pression” while another held that showing a
certificate of deposit, not available for ready
use, as “cash on hand and in banks” was a
false statement. Also assigning notes receiv
able for cash just before the date of the state
ment with the understanding that the cash
would be returned shortly thereafter was fraud
ulent window-dressing.
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capital must indeed be paid in and have held
that dividends paid from it, giving the impres
sion of “from profits,” can be fraud and deceit.
The Securities and Exchange Commission has
ruled that the creation of a capital surplus by
donation back to the corporation of stock paid
for leaseholds was in itself misrepresentation.
An application of the realization concept in ac
counting is found in a court case in which the
increase in value of cattle not realized by ac
tual sale was ruled not a proper item to be
taken into consideration in determining the
actual surplus of a going concern and thus was
a misrepresentation of surplus.
This study of the legal interpretations of
fraud does shed some light on the relative
knowledge and acceptance of accounting con
cepts by the courts.
C.G.F.
Fundamental Differences
(continued from page 8)
in Italy a special law was passed to permit the
recognition of these secret reserves without
the incurrence of a tax liability.
The use of free reserves is also very wide
spread in continental Europe. The appropri
ations to these reserves are usually shown on
the income statement and calculated in such a
way that the remaining net income exactly
equals the amount of dividends to be distrib
uted and no earned surplus remains. An analysis
of the 1964 financial statements of seven Ger
man companies revealed that, on the average,
the legal reserves amounted to over fifty per
cent of invested capital although the legal re
quirement is only ten per cent; other reserves
for contingencies almost equaled the invested
capital; and earned surplus was less than one
per cent of capital. Volkswagen, probably the
best-known German company, had, for ex
ample, a capital account of $150 million, a legal
reserve of $15 million, a reserve for contingen
cies of $175 million, and a reserve for unknown
liabilities of over $100 million. The earned sur
plus account contains all of $70,000 after the
year’s dividends were paid!

Receivables. Listing notes and accounts re
ceivable as secured assets when they were not
secured would be fraud in the opinion of a
court, if deliberately done, but not if done by
mistake. Failure to show that notes listed as
assets were those of a subsidiary or affiliated
company may constitute fraud. There is a dif
ference of judicial opinion regarding failure to
disclose that assets were pledged or assigned.
Allowance for Doubtful Accounts. The courts
believe generally that an adequate allowance
for doubtful accounts is necessary in the val
uation of receivables.
Inventories. A judge said that the asset
“merchandise” is limited to subjects of com
merce, goods, wares, commodities having “sen
sible intrinsic value,” or tangible property
which may be the subject of sale thus ruling
against including a patent right as merchandise.
Plant Assets. Fixed assets in a statement
with no allowance for depreciation has been
held to be fraud. In one interesting case where
assets were shown at original cost and allow
ance for depreciation was shown under liabil
ities as a “reserve,” the balance sheet was held
to be fraudulent.
Other Assets. The courts are not sympathetic
to showing as assets some kinds of prepaid ex
penses or the capitalization of certain expendi
tures. A court has said that installation and
freight charges were part of machinery but
should not have been shown separately. It has
been held that goodwill on the balance sheet
was not fraudulent, but that organization and
promotion expenditures could not be shown as
an asset in order to increase book value of
shares of stock sold.
Liabilities. Failure to include various liabil
ities is fraud according to a number of de
cisions. Several have stated that omitting ac
counts payable is not made less fraudulent by
omitting the asset which gave rise to the debt.
Omission of notes payable because defendant
thought the holder would not press payment
and would accept stock in payment was held
fraudulent. Failure to mention judgments was
said to be misrepresentation; also omission to
mention liability for rental under a lease was
declared a material misstatement. According to
the courts, interest on notes payable should be
computed and shown as accrued liability and
accrued liability for taxes must be shown to
reflect correctly its financial situation.
Contingent Liabilities. The law is confusing
as to their inclusion in financial statements. The
United States Supreme Court has held that a
bank must show a liability on its statement
where it had guaranteed payment of a note at
maturity.
Stockholders’ Equity. Legal cases do not al
ways agree with accounting principles in this
area. The courts tend to believe that paid-in

Foreign Investment
Besides the Industrial Revolution the major
economic developments with far-reaching con
sequences for accounting have been colonialism
in earlier centuries and foreign aid and expan
sion in this century. These activities, though ac
tivated by different motives, have one thing in
common: they result in investments abroad.
It is understandable that an investor wants to
know what is happening to his money. Since he
is usually familiar with the accounting prin
ciples and practices in his country, he desires
to have his foreign investments accounted for
in the same way. The United States, which was
(continued to page 11)
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APPRECIATION TO RETIRING EDITOR
The members of AWSCPA and ASWA, and
all the readers of THE WOMAN CPA are
deeply indebted to Corinne Childs for her val
uable contribution in serving as Editor for the
past fourteen issues. She not only continued the
high standards already established for the pub
lication but also gave generously her time and
efforts to making it an even better professional
accounting periodical. She carried on an ex
tensive correspondence with women account
ants in foreign countries, which resulted in sev
eral interesting articles written by these women
for the magazine. She has also given tremen
dous help to her successor by formalizing the
editor’s procedure in writing and by giving her
every help and encouragement in the transi
tion.

Serving as Editor is only one of many con
tributions of Miss Childs to the two societies.
During the year 1955-1956 she served as Presi
dent of AWSCPA. She is a founder and past
president of the Tulsa Chapter of ASWA. She
has also served THE WOMAN CPA as Asso
ciate Editor and as a contributor. She is both
a CPA and a lawyer and at present practices
law in Tulsa, Oklahoma. She is also active in
other professional societies and in civic affairs.
In private life she is Mrs. Fred C. Dennis. Re
tiring from the editorship will give her many
hours to devote to her practice, her home, and
other interests.
Our sincere gratitude goes to Miss Childs
for serving so ably as Editor.

Fundamental Differences
(continued from page 10)
a primary investment market for England in
the last century, adopted English accounting
ideas as did the countries of the British Com
monwealth for the same reason.
This process of accounting concepts follow
ing investment funds is still continuing. Greece,
which has received large amounts of American
foreign aid, developed an audit report along
American lines and took over many generally
accepted accounting and auditing standards
from the United States. Germany, which has
recently received large amounts of American
capital through the formation of German sub
sidiaries, is beginning to change its accounting
concepts. For one thing, the German law was
changed a few years ago to permit corporations
to present their financial statements in con
formity with the standards set by the Securities
and Exchange Commission in order to sell their
stock on American exchanges.

icans plunged into the stock market by buying
small parcels of shares. After the stock market
crash the Securities and Exchange Commission
was organized to protect the investors through
application of the principle of “full disclosure.”
Since its inception the SEC has had far-reach
ing effects on accounting practices, especially
on statement presentation.
Since the trend towards diffusion of stock
ownership started in Europe only after the last
war, European statements are still much less
informative than American statements. Euro
pean management still feels that accounting
records are confidential and that the public is
only entitled to the information which the
law requires to be published in the annual re
port. The absence of information considered
relevant by American accountants, such as the
method of inventory valuation or the basis of in
vestments, can probably be excused on the
grounds that the accounting systems in Europe
conform to the legal requirements, as often
stated in the auditor’s report, and that stock
holders are presumed to know the law.

Differences Due to Political Development
The effect of political decisions on account
ing may be realized when the impact of the
Sixteenth Amendment on accounting in the
United States is considered. There is hardly
an area of accounting which has not been in
fluenced by Federal income taxation.
Another major influence on accounting in the
United States, one which had no equivalent in
Europe, was the stock market crash and the
resultant formation of the Securities and Ex
change Commission.
The Stock Market Crash and the SEC
Until the 1920’s American stockholders
closely resembled European ones in that they
were usually rich and held large blocks of
stock, but during the twenties millions of Amer11

World Wars I and II
It is easy to see that war exercises an enor
mous influence on the life of a country. What is
not as easy to see is that wars can cause changes
in accounting practices, most often through
their side effects, like inflation. The two coun
tries in Europe which have suffered the most
from inflation since World War I are France
and Germany.
In France the inflation started during World
War I. A 1914 French franc was equal to
over five francs in 1925, to over twenty francs
in 1945 and to almost two hundred in 1958.
It is obvious that with such rapid inflation
financial statements had to be adjusted for
price-level effects in order to have any mean(continued to page 12)

Fundamental Differences
(continued from page 11)
ing. Since France regulates accounting practices
by government fiat, laws were passed, the first
in 1928, to permit revaluation of assets. Since
it did not make revaluation mandatory and
since income taxes had not yet reached the
present high level, few companies took advan
tage of this law.
When inflation became more rapid during
World War II, revaluation gains were ex
empted from taxation and adjustments of finan
cial statements were made mandatory. Ad
justments were at first made by simply multi
plying the original purchase price of assets by
the appropriate year’s index. Later on different
methods for revaluation of specific items were
developed, such as the use of stock market quo
tations for securities and foreign exchange rates
for receivables and payables in foreign cur
rency. Although none of these systems of ad
justing financial statements was perfect, they
all preserved a measure of intracompany and
intercompany comparability and eliminated
some of the worst consequences of price-level
changes. Because the French franc has been
relatively stable since 1959, the problem is be
coming less important in France.
Germany faced a problem similar to that of
France after both World Wars. But since dur
ing the periods of the worst inflation, 1919 to
1923 and 1945 to 1948, there was a state of
complete disorganization and no effective cen
tral government, few decrees were passed in
the 1920’s and none in the 1940’s to cope with
the accounting aspects of inflation. The para
mount problem in Germany was how to get
back to meaningful financial statements once
the currency was stabilized in 1923 and 1948.
The currency reform of June 20, 1948, set
an exchange rate of one Deutsche Mark for ten
Reichsmark, but due to the extent of the black
market, this exchange rate could not be used
to convert balance sheets. Many businesses had
purchased assets and inventory items on the
black market at astronomical prices or in ex
change for other items. It is obvious that these
assets could not be restated at a fixed ratio at
the time of the currency reform. For this reason
the Deutsche Mark Opening Balance Sheet
Law was passed which prescribed the methods
of revaluation for all balance sheet items. In
general, the new basis was market or replace
ment value for assets and the actual amount
payable for liabilities.
This 1948 restatement of balance sheets nat
urally had the effect of making any comparison
with prior years impossible and of making com
parisons between companies meaningless. It
had, however, positive effects in that balance
sheets became once again meaningful and in
(concluded on page 13)
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that the additional depreciation, especially on
fully depreciated assets which had a basis once
again, provided an enormous stimulus to eco
nomic growth and became one of the major
reasons for the German economic recovery
since 1948. This is one example of accounting
practices influencing economic development.
The Russian Revolution
Since there is almost no private property in
Russia, Russian balance sheets do not need
such accounts as land, natural resources, good
will, and owner’s equity. Since intercompany
receivables and payables are handled through
the central bank, these accounts also do not ap
pear on Russian balance sheets.
Under a planned economy, income state
ments and especially cost accounting are the
major concern of Russian accountants. In order
to compare the performance of several factories
and the adherence of each factory to the gov
ernment plan, it becomes necessary to set up
rigid accounting practices.
In the area of cost accounting, depreciation
seems to be the most important trouble spot.
Since the statements of all plants in similar
industries have to be comparable, it became
necessary for the Central Planning Commission
to set the depreciation rates.
The major difference in Russian methods
of depreciation is in the handling of major re
pairs which, for reasons of comparability, are
provided for in the annual depreciation ex
pense. Since these capital repairs are provided
for, there is no incentive to keep machines in
good working order and thus reduce major re
pairs. In fact, there is a reason for letting ma
chinery deteriorate until major repairs are
necessary since minor repairs are an expense
whereas major repairs show up only on the
balance sheet. Soviet planners are aware of
this defect; but since comparable cost figures
are their major concern, this method is retained.
Another serious flaw in Russian accounting
is the practice of entering gains and losses on
the disposition of fixed assets in the Russian
equivalent of the capital account. In this way
income statements are kept comparable, but
again there is no incentive for managers to
keep losses low since they are primarily judged
on their adherence to the given plan as evi
denced by the income statement. Since Russian
plans seem to suffer from the same defects as
some American budgets, namely that they are
a combination of wishful thinking and realistic
planning, managers face great difficulties in
keeping to their assigned plans.
With the knowledge that wages and prices
in Russia are set by the Central Planning Com

mission, one aspect of Russian thinking be
comes clear. Since a firm is unable to effect
cost reductions through purchases at lower
prices, it can only show a favorable picture
by using less materials and/or less labor than
the plan allows. This must be the reason for
the otherwise unexplainable stress on quotas
which must be exceeded if the manager is to
create a good impression.

Conclusion
The objectives of accounting determine to a
certain degree the accounting practices used in
a country. In the United States the generally ac
cepted objective seems to be to account for the
profitability of an enterprise; in continental Eu
rope it appears to be the control of business
and the protection of creditors by the central
governments; and in Russia the control of and
adherence to the central plan. If it is remem
bered that economic objectives are determined
by a country’s past history, it becomes evident
that accounting is not something separate from
the life and philosophy of a country, but some
thing very much a part of it which is influenced
by history, by economics, and by politics.

Effective Reporting
(continued from page 6)
Therefore, an income statement covering
only one period or a balance sheet showing
the financial position as of a certain instant is
of little value. What is needed to show trends
are comparative statements setting forth at
least two comparable periods such as the same
two quarters of the latest two years, or two
year income statements. In fact, a very good
indicator of trends are five or ten year statis
tics on sales volumes, revenues, net income,
and various other significant income statement
and balance sheet items.
In addition to presenting statistical data, the
report to shareholders should include inter
pretative data. For example, if something has
happened or is expected to happen that mate
rially affects the operations and earnings of
the company, this should be disclosed. Sim
ilarly, the outlook for the future should be dis
cussed. And a very important point right here
is that the bad should be disclosed and dis
cussed along with the good. If this policy is
not followed, stockholders will soon lose con
fidence in the management. Since the com
mon stockholders own the company and there
fore elect the directors who in turn select the
officers who in turn hire the balance of the
employees, loss of a stockholder confidence
can have some bad effects on everyone in the
company.
(continued to page 14)
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Effective Reporting
(continued from page 13)
All material should be presented in as sim
ple and understandable a manner as possible.
Of course, we must be careful not to throw
the baby out with the bath by attempting to
oversimplify at any cost. To do so would be to
run the risk of providing something like the
following deliberately humorous annual report:
“This is the annual report of Children’s
Press. Children’s Press makes books for chil
dren. Last year (1962) we made lots of books.
We made more books than we did the year
before (1961).
“Ted Winter is our president. Ted Winter
adds up the number of books we sell each
year.
“The year ends on Dec. 31. On Dec. 31,
1962 when Mr. Winter added up the number
of books we sold, he found we took in a lot of
dollars in exchange for the books. He counted
them all up. He says we took in $3,700,000
last year. In the year before when Mr. Win
ter counted up the books and the dollars on
Dec. 31, 1961, he said we took in $1,800,000
that year.
“See the difference. We took in more dol
lars last year than we did the year before. Mr.
Winter is a happy man. He says any man in
business is happy when he takes in more dol
lars than in the year before. He says he is
happier when he sends out less dollars, too.
“Sometimes Mr. Winter doesn’t wait until
the end of the year to count the books or the
money. Sometimes he does it every three
months. We call them quarters. There are four
quarters in each year.
“The first quarter this year ended on March
31. Mr. Winter said we sold more books in
the first quarter this year than we did in the
first quarter last year. He says we took in
$1,125,000 in the first quarter this year. Last
year we took in $403,000 in the first quarter.
This makes Mr. Winter wonder.
“Sometimes Mr. Winter counts the orders
for books coming into our office and he looks
at them and tries to tell in advance what the
next quarter will be like. This is not easy. It’s
hard to tell about the future. Mr. Winter says
that after looking at the orders in his office he
believes that in the second quarter of this year,
which follows the first quarter, there should
be even more dollars. He wonders how many.
“Mr. Winter is a happy man. He is our
president.”
Actually, while this annual report is greatly
oversimplified, it does contain quite a bit of
pertinent information. It tells the reader that
the President is profit minded, that the trend
in sales has been sharply upward for both the
year and quarter, and that sales in the imme
diate future will be even better. However, it
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doesn’t say whether or not the enterprise made
any more money for its stockholders as a re
sult of the increased sales.
A lot has been written on items that should
be included in annual or other reports to
stockholders. I’d like to briefly cover some of
the recommendations.
1. Sales Breakdown—By products (in nat
ural groupings), and by types of cus
tomers or industries served. Include fig
ures and percentages when charts or
graphs are used. Avoid giving a false
impression as to the importance of a
certain project or product.
2. Pertinent Correlations—Give correlation
or relationships with specific economic
facts and trends. If, for example, sales
correlate with freight car loadings, or
other factors, so indicate.
3. Outlook For Sales and Profits—Discuss
factors and influences that may affect
the forecast. Refer to the previous year’s
prediction and explain what happened.
4. Product Price Trends — Compare price
trends with previous year. Give separate
price indexes for major groups of prod
ucts. Discuss price trends and also costs
of materials.
5. Foreign Operations—Give capital invest
ment, sales and net earnings, and restric
tions on the free flow of funds.
6. Company Policies—Business creed. Code
of ethics. Expansion policy. Relations
with employees, customers, communities
and suppliers.
7. Research and Development — Amounts
spent on research, description of re
search staff, amount of sales represented
by products unknown five or ten years
ago.
8. Advertising—Amount spent. Explain de
clines and increases.
9. Plans for Capital Expenditures — Give
cost, source of funds, purpose.
10. Non-Recurring Earnings and Expenses—
Specify non-recurring items and explain
the reason and effects.
11. Management — Describe the director’s
business or professional affiliations. De
scribe management in depth.
We hope that investors and potential in
vestors will become familiar with the company
by reading the annual and periodic reports
prepared for them. However, there is another
way that they also learn about the company
and decide whether to buy or sell its secur
ities. That is by reading reports and being ad
vised by professional security analysts.
Most brokerage houses, insurance com
panies, banks, and others who deal in secur
ities have one or a staff of men and women

(concluded on page 15)
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uation from high school. She received the
Colorado medal for the highest score in the
November 1957 CPA examination. She has
studied at the University of Cologne and grad
uated from the University of Denver magna
cum laude in 1964. She has worked as an ac
countant in Germany and is now employed in
the tax department of Ernst & Ernst in Denver.
She is a member of Denver Chapter of ASWA.
Miss Motekat has furnished a detailed bibli
ography which will be made available to an
interested reader on request.
Miles J. Doan, author of “Effective Report
ing,” is Vice President and Secretary of The
Cincinnati Gas & Electric Company, Cincinnati,
Ohio. This manuscript is based on a talk he
presented to the Cincinnati Chapter of ASWA.

Editorial Staff and Board Appointments
Lucille R. Preston and Margaret L. Bailey,
Presidents of AWSCPA and ASWA respec
tively, have appointed the editorial staff and
board for the new year of THE WOMAN
CPA. We are pleased to announce the appoint
ments :
Mary F. Hall, CPA, will serve as Associate
Editor and as Editor of “Tips for Busy Read
ers.” Miss Hall was President of AWSCPA for

the 1962-1963 year. She served as National
Secretary of ASWA for the 1957-1958 year and
has been an active member on the chapter
level. She conducts her own accounting prac
tice in Cincinnati, Ohio.
Doris L. Bosworth, CPA, will serve as Tax
Editor. Miss Bosworth is a manager in the Tax
Department of the New York office of Peat,
Marwick, Mitchell & Co. She is Second Vice
President of the New York Chapter of ASWA
and last year was a contributor to “Tips for
Busy Readers.”
Beatrice C. Langley has been reappointed
Business Manager, and Jane Strenciwilk, CPA,
will continue to serve as Comments and Idea
Exchange Editor.
Mary E. Beniteau, CPA, has been reap
pointed to the Editorial Board for a regular
three-year term. Miss Beniteau had just com
pleted serving the unexpired term of Katherine
E. Pfeifer. She is employed by Haskins & Sells
in Dallas, Texas. She is the 1965-1966 Presi
dent of the Dallas Chapter of ASWA.
Our sincere appreciation is extended to Dor
othea Watson, CPA, who has completed a twoyear term as Tax Editor. Miss Watson has made
much valuable tax information available to our
readers in well-written language. She is serv
ing on the current AWSCPA Board of Direc
tors and as Editor of AWSCPA NEWS.
Our thanks also go to Patricia A. Perry, who
has completed a three-year term on the Edi
torial Board, for her fine assistance in reviewing
and evaluating manuscripts submitted for pub
lication.

But, after all is said and done and all of the
reports are made, there are two basic items
which make a company popular or unpopular
with the investing public.
1. The first is a growing, soundly financed,
soundly operated company which earns
a profit adequate to afford the investor
security for the principal of his invest
ment and reasonable assurance of a fair
return on his investment; and secondly
2. A sound, efficient, and progressive man
agement imbued with the profit motive
and dedicated to the best interest of the
Company’s investors, employees and
customers.

Effective Reporting
(continued from page 14)

whose sole function is to study the investment
merits of securities of various companies.
These security analysts make extensive studies
and then prepare reports which are distributed
to brokerage offices and used by security sales
men, to the investment committees of institu
tions, and other areas where investment de
cisions are made. Thus, they have a very
important bearing on the popularity or un
popularity of the securities of any company.
Needless to say, these professional security
analysts want a lot more detailed and tech
nical information than the average stockholder.
To meet this need, our Company, like many
companies, each year prepares a Financial and
Statistical Review which is a supplement to
our Annual Report. This is mailed to our list
of approximately 1,500 security analysts who
have evidenced an interest in our Company.

If a company has these, the word will
spread among the investing public and, if the
opposite conditions exist, that word also will
spread regardless of the amount of effort ex
pended to build a favorable company image
in the minds of investors.
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BUT WHAT DO YOU
DO FOR AN ENCORE ?

College Graduates Choose
IAS for Postgraduate Training
College degrees are no novelty among the
listed qualifications of the forward-looking
men and women who enroll with IAS. Regis
tration records show an average of 1,436
college and university graduates, many with
multiple degrees, enroll with IAS each year,
plus a greater number whose college educa
tions were interrupted before graduation.
IAS, of course, is not in competition with
colleges and universities. Our function is to
provide specialized training in accounting
and allied business management subjects —
often after the student has received his basic
college background.
Throughout the country many university

instructors in accounting make it a point to
suggest IAS when they are asked to recom
mend a good home-study school. Many col
lege graduates who have an excellent educa
tion in the arts or sciences often discover a
need for professional training in accounting.
Others who had some accounting in college
add to their technical backgrounds with re
fresher and advanced IAS electives.
Complete information on the IAS home
study plan for beginning or postgraduate
accounting training is available in the
school’s latest 24-page illustrated report. To
secure a copy without cost or obligation, fill
out and mail the coupon below.

International Accountants Society, Inc.
A correspondence school since 1903

209 W. Jackson Blvd. Dept. a

Chicago, Ill. 60606

□ Please send me your 24-page report on IAS
courses.
NAME______ ___ __________ ___________AGE..................

ADDRESS________ __ _________________________________

CITY

STATE_________ ZIP CODE

EMPLOYED BY_______________ ________ _______________

POSITION______ _ __________________ ,_________________
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